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LOAN AND INVESTMENT TRENDS 


Third District bank loans rose rapidly 
after Korea butholdings of 
Governments declined as banks 
shifted to loans and other investments 
and acquired more reserves. 

Banks in all size groups 

and in all areas of the district 
participated in the loan increase. 


DISTRICT DEPOSIT OWNERSHIP 


Privately owned demand deposits were 
up in 1950, reflecting mainly the 
rapid expansion in bank loans. 
Virtually all ownership groups 

shared in the deposit increase. 


VOLUNTARY CREDIT RESTRAINT 


Commercial banks, insurance companies, 
and investment banks are cooperating 

in a plan to restrict credit expansion. 

The statement of principles provides 
guides as to when credit is inflationary. 


CURRENT TRENDS 


Employment and production increased, 
but building and trade were off. 

Bank loans continued upward and 

the money supply decreased seasonally. 
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LOAN AND INVESTMENT TRENDS 


Commercial bank loans have risen $10 billion since the 
outbreak in Korea. This increase is an all-time record for 
a comparable period of time. But this was a record-break- 
ing period in many respects. In value of all goods and 
services produced, in personal income, business income, 
consumption expenditures, business expenditures for in- 
ventories, and wholesale prices, either record or at least 
very large increases were registered during this period. 

This large expansion in bank credit reflects one of the 
major services rendered by commercial banks. Bank loans 
are important to the bank, to the borrower, and to the 
community. They are important to the bank as a major 
source of income; to the borrower as a major source of 
funds for working capital and other purposes; and to 
the community because an adequate supply of credit on 
terms suitable to the needs of borrowers is essential for 
economic growth and development. 

The large increase in bank loans since mid-1950, how- 
ever, emphasizes a unique feature of commercial banking. 
In making loans and investments to meet the credit needs 
of their customers, commercial banks place new deposits 
at their disposal. The deposits created by commercial 
bank loans and investments provide the major part of our 
total money supply. 

This upsurge in bank loans added to the money supply 
when purchasing power was already excessive in relation 
to the supply of goods available. More money to spend 
means an increase in demand. When there is slack in the 
economy, an increase in demand results in more produc- 
tion; but when producers are unable to expand output, 
the result is higher prices. Higher prices enlarge the dollar 
volume of business, thus creating a need for still more 
credit. In meeting the enlarged credit need, however, 
banks pump still more deposit dollars into the spending 
stream. Each increase in prices or credit tends to generate 
another turn in the rising price-credit spiral. 

Commercial banks, in making loans and investments, 
also influence the money supply. It is because of this dual 
role of commercial banking in our economy that loan and 
investment trends are of more than usual significance. 


LOANS RISE 


Member bank loans in the Third Federal Reserve District 
rose over $400 million in 1950, or 23 per cent. About two- 
thirds of the increase occurred in the latter half of the 
year. Total Joans of District member banks continued to 
rise in 1951 and at the end of March were about 25 per 
cent above a year ago. The swollen stream of credit flow- 
ing from our banks in the second half of the year spread 
over practically all types of loans, and stemmed from 
banks in all size groups and from all major geographi- 
cal areas. 


Types of Loans 


Borrowing by businessmen, home buyers, and consumers 
generated most of the increase. In the Third District, 
about 57 per cent of the increase was in business loans, 
about 22 per cent in real estate loans, and about 17 per cent 
in “other loans to individuals,” mostly consumer loans. 
Business Loans. Throughout the post-war period, busi- 
nessmen have drawn heavily on their future income by 
borrowing. At the end of 1950, commercial and industrial 
loans of Third District member banks were over 214 times 
larger than at the end of 1945. Business loans of Third 
District member banks rose 32 per cent in 1950, almost 
three-fourths of the increase coming in the second half of 
the year. Business loans of weekly reporting member banks 
in the district are continuing to rise this year, and at the 
end of April were over 50 per cent above a year ago. 
The strong business demand for credit reflects several 
developments accompanying the recent boom. Most im- 
portant is the sharp rise in prices which occurred since 
Korea. Rising prices reacted on the demand for credit 
in a number of ways. Higher prices accounted for a larger 
part of the expanding dollar volume of business than in- 
creased physical output. A major part of the substantial 
rise in business inventories since mid-1950 reflected rising 
prices. In addition, the expectation of higher prices was 
an incentive for inventory accumulation. Other factors in- 
creasing the business demand for credit were a substantial 
rise in accounts receivable, rising wages and other costs, 
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an increase in the physical volume of business, and ex- 
penditures required by the enlarged defense program. 

Real Estate Loans. New construction was a second 
major source of demand for bank credit. Real estate loans 
of Third District member banks totaled $648 million at 
the end of 1950—an increase of nearly $100 million dur- 
ing the year. About two-thirds of the increase occurred 
during the second half. Residential mortgages accounted 
for three-fourths of total real estate loans outstanding and 
for practically all of the year’s increase. 

Two factors were mainly responsible for the large vol- 
ume of residential mortgage loans not only in 1950 but 
throughout the post-war period. New housing starts, which 
had been rising most of the period, reached an all-time 
peak in 1950. Rising construction costs and a record 
number of units combined to push construction expendi- 
tures to exceptionally high levels. An active rate of turn- 
over of existing properties at high prices also added to 
the demand for mortgage credit. Reflecting these and 
other forces, residential mortgage loans of district mem- 
ber banks more than trebled from the end of 1945 to the 
end of 1950. 

Consumer Loans. Korea touched off a buying spree 
by consumers as well as by business firms. People rushed 
to buy automobiles and major household appliances, such 
as freezers, refrigerators, washing machines, television 
sets, and radios, while they could get them and before 
prices went up. This wave of consumer buying marked 
the high point thus far of a wave of durable goods pur- 
chases which began as soon as goods became available 
after the war. Consumer expenditures for durable goods, 
for example, rose from $17 billion in 1946 to $29 billion 
in 1950. In the third and fourth quarters of 1950, such 
expenditures were at annual rates of $34 billion and $30 
billion, respectively. Rising prices were an important fac- 
tor expanding the dollar volume of consumer purchases. 

Credit was one source of buying power which made 
possible this tremendous volume of spending. Consumers 
drew heavily on their future incomes to supplement in- 
comes which were already at a high level. “Other loans to 
individuals,” mostly loans to consumers, rose nearly 25 
per cent in 1950. The major part of the increase was ac- 
counted for by instalment loans for the purchase of auto- 
mobiles. Other instalment loans, mostly for the purchase 
of consumer durable goods, rose by approximately one- 


fifth. 
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By Size of Bank 


The major part of the loan increase in the Third District 
was in the larger banks. The percentage rise varied di- 
rectly with each size group, ranging from a high of 32 
per cent for banks with total deposits of $100 million and 
above to a low of 12 per cent for banks with deposits 
under $5 million. Business loans, registered much greater 
percentage gains in the larger than in the smaller size 
groups. The percentage rise in real estate loans, mostly 
residential, and in instalment loans for the purchase of 
automobiles was also considerably greater in the larger 
banks, while other instalment loans to individuals showed 
little variation by size of bank. The pattern of increase 
among size groups was about the same for the second half 
of the year except that instalment loans other than for 
the purchase of automobiles also increased more rapidly 
in the two larger groups. 

The most important reason, perhaps, for the more rapid 
loan expansion in the larger banks is that business loans 
accounted for a major part of the increase. This type of 
borrowing is naturally concentrated in the industrial and 
trade centers where the larger banks are located. Business 
loans are the major segment of the loan portfolios of the 
large city banks. 


By Area 

All major regions in the Third District participated in the 
loan expansion of 1950. For purposes of regional analysis, 
Third District member banks have been divided into the 
seven area groups of the Pennsylvania Bankers Associa- 
tion, the state of Delaware, and the district portion of 
New Jersey. The largest percentage increase in loans in 
1950—well above the district increase of 23 per cent—was 
in P.B.A. Group 1 which includes Philadelphia. Member 
banks in all of the other P.B.A. groups had increases be- 
low that for the district as a whole. Banks in Group 4 
and Group 7 registered the smallest gains—10 per cent 
and 7 per cent, respectively. The increase amounted to 
16 per cent in the district portion of New Jersey, and 22 
per cent in Delaware. 

Business loans followed about the same regional pattern 
as total loans, except that there was a slight drop in Group 
7 and only a very small rise in Group 6. Percentage-wise, 
residential real estate loans showed little variation among 
regions except for a 43 per cent increase in Group 1 as 
compared to the district rise of 19 per cent. 
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The direction of the major loan changes was the same 
in all Federal Reserve districts, but the rate of change 
varied as shown in the accompanying table. Percentage- 
wise, the increase in total loans was greatest in the Boston, 
New York, Minneapolis, and Chicago districts. The Cleve- 
land, Richmond, Kansas City, San Francisco, and Dallas 
districts registered the smallest gains. The Third District 
rise was the same as for the country as a whole. 


PERCENTAGE CHANGE IN LOANS IN 1950 
By Federal Reserve Districts 
(All member banks) 


Real 


estate 


Philadelphia 
Cleveland 
Richmond 

Atlanta 

Chicago 

St. Louis 
Minneapolis 

Kansas City 

Dallas 

San Francisco .... 


Total United States 


* “Other loans to individuals” mostly consumer loans. 


Loans to business enterprises rose more sharply than total 
loans in all districts. The Third District rise of 32 per 
cent was slightly above the national increase of 29 per cent. 
The rate of expansion in real estate loans was not very uni- 


form among the districts; the larger increases occurred 
in New York, Minneapolis, and Atlanta and the slowest 
rates of gain were in the Richmond and San Francisco dis- 
tricts. In consumer loans, the rate of increase was fairly 
uniform. The major departures from the national trend 
were the slower rates of expansion in the St. Louis, Min- 
neapolis, and Kansas City districts. 


INVESTMENTS DECLINE 


Member bank investments in the Third District as well 
as nationally decreased in 1950, continuing the general 
downward trend which has characterized the post-war 
period except for short intervals such as the latter part 
of 1949. The drop in 1950 resulted from two diverse 
trends—a substantial drop in Governments and an increase 
in other investments. In the category of other investments, 
holdings of municipal securities increased substantially, 
while corporate securities showed little change. The major 
part of the decrease in Governments occurred in the 


second half of the year, and holdings continued to decline 
in the first quarter of 1951. 

The drop in investments reflected financial developments 
in the economy as a whole. It was closely related to the 
rise in loans. Government security holdings declined 
because of a shift to other types of earning assets and 
pressure on bank reserves. Additional reserves were 
needed to support deposits created as banks expanded their 
loans, and to meet the drain resulting from a substantial 
outflow of gold. 

The major reason for the decrease in Governments was 
the shift from low-yielding Governments to higher yield- 
ing loans and other investments. The desire to meet cus- 
tomers’ credit needs was reinforced by a strong induce- 
ment to take advantage of the spread between the yields 
on Governments and loans and other investments. As a 
result, banks and other lending agencies sold Governments 
to get funds for consumer, business, mortgage, and other 
types of loans. Treasury refundings also affected the com- 
position of portfolios as well as influenced total holdings. 

Investment trends in 1950 were fairly uniform among 
bank size groups and among regions of the Third District. 
Generally, the size groups and areas with the largest loan 
increases had the largest percentage decreases in Govern- 
ments. Percentage-wise, there was a direct relation between 
size of bank and the liquidation of Governments. The 
decreases ranged from 7 per cent for banks with deposits 
of $100 million and over to less than 1 per cent for banks 
with deposits of less than $5 million. Government secur- 
ity holdings decreased in all regions in the Third District 
except Delaware and P.B.A. Groups 6 and 7, but the 
decline was very small in New Jersey and P.B.A. Groups 
2 and 4. Municipal securities rose substantially in all 
except the largest size group and in all regions of the dis- 
trict except Group 1 where the larger banks are located. 
Corporate bonds showed little change except for a substan- 
tial decline in Delaware banks. 


LONG-TERM TREND IN EARNING ASSETS 


The sharp rise in loans and the decrease in investments 
during most of the post-war period emphasizes the reversal 
of the pre-war trend. During the ‘twenties, bank resources, 
both in the Third District and nationally, were employed 
mainly in loans to business enterprises. In 1929, for 
example, loans accounted for 69 per cent of the earning 
assets of Third District member banks and 73 per cent 
for all member banks in the United States. The severe 
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depression in the early "thirties brought a drastic liquida- 
tion of loans, the total for all member banks dropping from 
$26 billion at the end of 1929 to $12 billion at the end of 
1934. Investments, on the other hand, notably Govern- 
ment securities, rose as deficit financing enlarged the sup- 
ply of Treasury obligations. By 1940, the percentage of 
earning assets in loans was 43 for district member banks 
and 41 for all member banks. 

World War II brought only a moderate rise in loans, 
but a huge increase in member bank holdings of Govern- 
ment securities. For example, total member bank loans 
rose from $18 billion at the end of 1941 to $23 billion at 
the end of 1945. Government securities, however, increased 
from $20 billion at the end of 1941 to $78 billion at the 
end of 1945. War financing generated a huge increase in 
total earning assets but much more than a proportionate 
rise in investments. As a result, Third District member 
banks had 75 per cent of their income-producing assets 
in Governments at the end of 1945, and only 16 per cent 
in loans. 


Financing reconversion from war to peace and an 
expanding level of civilian production generated a strong 
demand for loans. With only brief interruptions, member 
bank loans have risen throughout the post-war period. 


Member bank loans, both in the district and the nation, 
just about doubled from the end of 1945 to December 31, 
1950. Government security holdings, on the other hand, 
dropped sharply during this period, both in the district and 
nationally. The drop in Governments reflected the Treas- 
ury’s program of retiring Government securities, and bank 
liquidation of Governments to obtain reserves to support 
new deposits and to expand their loans. Other investments 
rose moderately but provided only a small offset to the 
large decrease in holdings of Governments. 

As a result of the increase in loans and decrease in 
investments, loan portfolios accounted for 37 per cent of 
district member bank earning assets at the end of 1950, 
as compared to 16 per cent at the end of 1945. The per- 
centages for all member banks in the United States were 
42 and 21, respectively. The post-war rise in loans and 
other investments just about offset the decline in Govern- 
ments, so that total earning assets at the end of 1950 were 
only slightly higher than at the end of the war. 


CONCLUSIONS 


The loan rise of 1950, which was especially rapid in the 
second half of the year, was propelled by a sharp rise in 


prices and costs, a substantial increase in the dollar value 
of inventories, growing accounts receivable, a general up- 
surge in consumer and business spending, and expanding 
defense production. The rise has continued in the early 
months of 1951, but at a more moderate rate. In the last 
few weeks, business loans, which have been the major 
factor in the rise, declined slightly. The big question is 
whether this recent leveling off of loans stems from a 
belated seasonal effect or from more deep-rooted causes. 

In analyzing the outlook for the remainder of this year, 
it now appears that several factors may tend to reduce the 
rate of loan expansion. First, the sharp rise in prices— 
which was stimulated by loan expansion and which, in 
turn, generated a major part of the increased business 
demand for credit—shows signs of leveling off. There is 
some evidence that the anti-inflation program is mate- 
rially reducing the rate of price increase. Second, expan- 
sion of inventories and accounts receivable—important 
factors, enlarging the working capital needs of business in 
recent months—is unlikely to continue at the recent rate; 
in fact, concern over the level of business inventories may 
check further expansion and even result in some liquida- 
tion. Third, accelerated payments from the Government 
to business on defense contracts should ease the pressure 
on private sources of funds for both working capital 
and plant and equipment expenditures. Finally, there is 
evidence that the drop in the price of Government securi- 
ties will reduce substantially the liquidation of Govern- 
ments to shift into loans and other investments. 

On the other hand, there are strong underlying forces 
which will tend to bring about a further increase in loans. 
Defense production, which is now increasing rapidly, will 
enlarge the financing needs of many businesses participat- 
ing directly and indirectly in the program. Current busi- 
ness plans call for an all-time record level of capital 
expenditures. Both defense and business capital expendi- 
tures, by generating substantial flows of personal income, 
will provide a large amount of purchasing power for con- 
sumers to spend. This underlying strength seems sufficient 
to offset temporary readjustments which may come from 
a change in inventory policy, from peace “scares,” and 
from the dislocations accompanying conversion from civil- 
ian to defense production. The high level of business activ- 
ity will generate a strong demand for bank credit, but the 
rate of increase is likely to be less than in the second half 
of 1950. 
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TRENDS IN THIRD DISTRICT DEPOSIT OWNERSHIP 


Periodically, the Federal Reserve Banks make a survey of 
deposit ownership in the nation’s banks. The most recent 
survey was made as of January 31, 1951, and the results 
of the survey in the Third District are the subject of this 
article. 

Deposits change in two important ways: the aggregate 
of all deposits tends to move up and down in response to 
certain influences, and the ownership of deposits shifts 
from one segment of the economy to another as goods 
and services are produced and exchanged. 


Changes in the Level of Deposits 


Several factors influence the aggregate or level of deposits: 
the movement of gold, changes in the volume of currency 
in circulation, and the volume of loans and investments 
made by the commercial banks. For example, an inflow of 
gold, a return flow of currency to the banks, and an increase 
in bank loans, as pointed out in the previous article, raise 
the volume of deposits. 


In 1950, the level of privately owned demand deposits 


in member banks throughout the nation rose about 10 per 
cent. This development was due chiefly to a substantial 
increase in the volume of loans. The rise in the volume of 
business loans came with a spurt in the last seven months 
of the year, as the emerging forces of inflation pushed up 
both the volume and the cost of doing business and the 
need, therefore, for a greater amount of bank credit. A 
portion of the reserves providing the basis for the increase 
in bank loans was obtained by liquidating bank invest- 
ments, which at he end of 1950 were about 4 per cent 
smaller than a year earlier. There was a loss of $1.6 bil- 
lion of gold. The volume of money in circulation re- 
mained virtually unchanged. U. S. Treasury deposits in 
Federal Reserve Banks were $200 million smaller at the 
end of the year than at the outset. 

The aggregate of deposits in member banks in the Third 
Federal Reserve District followed the national trend up- 
ward but at a somewhat faster rate. The increase in 
demand deposits of individuals, partnerships, and corpora- 
tions in banks in this district in 1950 amounted to 11 per 
cent as against about 2.5 per cent in 1949. For the past 
two years, this district has gained deposits in relation to 
the national total, and as a result has improved its position 


slightly with respect to the proportion of total demand 
deposits domiciled here. The proportion, 5.2 per cent on 
December 31, 1948, rose to 5.3 per cent at the close of 1949 
and to 5.4 per cent at the end of last year. 


Changes in Deposit Ownership 


Deposits are constantly changing hands. As money is 
desired, not for itself but for the goods and services which 
it can buy, people are constantly paying others for goods 
purchased and services rendered. Such payments are neces- 
sarily made out of receipts, and these include income, funds 
derived from the liquidation of investments, and funds 
borrowed against future income. Shifts in the ownership 
of deposits, therefore, become essentially a matter of the 
balance of payments among individuals or groups. An 
increase in receipts—from whatever source—over the vol- 
ume of payments results in an increase in deposits to that 
individual or group. Conversely, an excess of payments 
over receipts results in a reduction in the amount of de- 
posits owned by that individual or group. 

The survey of the ownership of demand deposits of indi- 
viduals, partnerships, and corporations in this district as 
of January 31, 1951, disclosed little change in the relative 
importance of the various ownership groups. Balances of 
business concerns amounted to more than half of the total 


aggregate of demand deposits, and personal deposits, in- 


TABLE 1 
Distribution of Demand Deposits, January 31, 1949-1951, 
All Commercial Banks—Third Federal Reserve District 
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cluding those of farmers, represented more than one-third 
of the total. Of the deposits owned by business con- 
cerns, those held by manufacturing and mining concerns 
accounted for the largest single aggregate. Enterprises 
engaged in trade ranked second in importance in this de- 
posit ownership group, and were followed in the order of 
their importance by financial enterprises, other than insur- 
ance companies, by public utilities, by concerns engaged in 
construction and in the services, and by the insurance 
companies in the district. During the 12 months ended 
January 31, 1951, the shift in the relative importance of 
these groups amounted to less than 1 per cent—a fact indi- 
cating stability among the groups. 

As the deposit level throughout the district rose last year 
by a considerable amount, it was to be expected that most 
of the groups would show an increase in the amount of 
deposits owned. This, in fact, was what happened. The only 
exception to the rising trend of deposits was provided by 
foreign-owned balances, which declined 39 per cent during 
the year but these comprise an exceedingly small part of 
the total. Equally significant is the fact that most of the 
groups reported larger increases in deposits in 1950 than 
in the previous year. 

Percentage-wise, the increase in balances of business 
concerns and in personal deposits was about the same, and 
both classes of deposits registered larger advances than in 
1949. Of the business-held deposits, those owned by finan- 
cial concerns, except insurance companies, led the list in 
the rate of increase and were followed in order by balances 
of manufacturing and mining concerns, public utilities, 


TABLE 2 
Changes in Ownership of Demand Deposits 


All Commercial Banks—Third District 


(Million dollars) (Per Cent) 
1950-1951 1949-1950 | 1950-1951 1949-1950 
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concerns engaged in retail and wholesale trade, insurance 
companies, construction and service enterprises. Of these, 
only the deposits owned by financial, construction, and 
service organizations showed a smaller increase than in 
the previous year. 

The unequal rate of increase in deposits owned by the 
several groups points up the movement of funds among 
these groups. Several of them—non-profit institutions; in- 
vestment, loan and real estate concerns; manufacturing 
and mining enterprises; and public utilities—tended to ac- 
cumulate funds faster than the average for the district. The 
availability of funds for investment and for charitable 
purposes, combined with the extraordinary amount of 
business transacted by industry concentrated in this dis- 
trict, would appear to be mainly responsible for this 
result. The fact that the growth in personal deposits fol- 
lowed close behind the average for the district as a whole 
is a reflection of the high level of personal income after 
taxes, for the increase in personal balances was achieved 
in spite of a record level of expenditures during the latter 
half of the year. 

The movement of deposits among groups within this dis- 
trict was at some variance with the national trends. In the 
district, personally owned balances moved up faster. 
Among other non-business groups, deposits owned by non- 
profit associations in the district also increased by a greater 
percentage. Balances of trust funds increased at about the 
same rate. Foreign-owned deposits moved counter to the 
national trend. 

Among the business groups, balances of non-financial 
concerns in the district, particularly manufacturing and 
mining concerns and public utilities, advanced at a slower 
rate than nationally. Deposits owned by financial concerns 
in the district also increased less, percentage-wise, with 
the exception of balances owned by insurance companies. 

As in 1949, deposits of corporate enterprises grew faster 
than those of unincorporated concerns. This was particu- 
larly true of corporations engaged in lending and in the 
real estate business, of manufacturing and mining com- 
panies, and of public utilities. Corporations engaged in 
trade also increased their deposits faster than unincorpo- 
rated enterprises in the same category. These trends fol- 
lowed the national pattern. 

The survey of January 31, 1951 revealed that commer- 
cial banks with demand deposits of $1 million to $10 mil- 
lion and $10 million to $100 million experienced the 
greatest gains, percentage-wise—the increase in demand 
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EARNING ASSETS AND DEPOSITS 
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OF THIRD DISTRICT BANKS 


JUNE-DECEMBER 1950 DISTRICT LOAN 
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deposits of individuals, partnerships, and corporations in 
these institutions being more than twice that of institutions 
with demand deposits in excess of $100 million and with 
deposits under $1 million. This constitutes a variation from 
the results achieved last year when banks with demand 
deposits in excess of $100 million experienced the greatest 
gains. Smaller banks reversed the trends of 1948 and 1949 
and reported an increase of nearly 4 per cent in their 


demand deposits. Banks with demand deposits in excess 
of $100 million gained in the volume of corporate-owned 
deposits, but balances owned by unincorporated concerns 
declined. Banks with demand deposits ranging from $1 
million to $10 million and $10 million to $100 million 
gained in both categories. Smaller banks gained in the 
volume of deposits of unincorporated enterprises, but 
corporate-owned balances declined. 


THE PROGRAM FOR VOLUNTARY CREDIT RESTRAINT 


Inauguration of a program for voluntary credit restraint, 
initiated at the request of financial leaders, was announced 
by the Board of Governors of the Federal Reserve System 
in March. The program was organized under authority 
granted the President by the Defense Production Act of 
1950. The President then delegated this authority, on the 
condition that actions under the voluntary agreements be 
approved by the Attorney General, to the Board of 


Governors. 


Objectives of the Program 


The primary objective of the program is to secure the 
cooperation of lending institutions in restricting the use 
of credit so that it will not contribute to inflation. Checking 
inflation is one of the major problems confronting the 
people of the United States at the present time. The volume 
of spending has been in excess of the supply of goods 
available, with the result that prices have risen sharply. 
Excessive spending stems from several sources—rising 
money incomes, a record amount of borrowing, the use of 
savings, and a faster turnover of the money supply. Defense 
production, which adds to incomes without adding to the 
supply of civilian goods, will also have a strong inflation- 
ary impact unless taxes are increased enough to meet the 
rising defense expenditures. 

Since total production can be increased only slowly, 
the problem of checking inflation is primarily one of curb- 
ing spending and demand. It is apparent that holding down 
the total volume of spending will require action on several 
fronts. One important part of such a program is to restrict 
the creation of new purchasing power by borrowing. The 
National Voluntary Credit Restraint Committee has stated 
that the purpose of the program is to extend credit in such 
a way that it will: “help maintain and increase the strength 


of the domestic economy through the restraint of infla- 
tionary tendencies” and “at the same time to help finance 
the defense program and the essential needs of agriculture, 
industry, and commerce.” Everyone would agree that one 
of the most desirable ways to restrict credit is through the 
voluntary cooperation of financial institutions themselves. 


When Is Credit Inflationary? 


Translating the objectives of this program into a plan of 
action calls for the formulation of certain guides or prin- 
ciples which will be helpful in determining when credit is 
inflationary. The use to be made of the proceeds and the 
probable effect on total production are two guides which 
should be given careful consideration in determining 
whether an application for credit should be granted. 

In connection with the use to be made of the proceeds, 
it is important to consider whether the loan will add to 
total purchasing power. It will, of course, unless the funds 
are secured from the repayment of outstanding loans, in 
which case there will be no change in the total amount of 
credit. It is also important to consider carefully whether 
the use of the funds will tend to increase the supply of 
goods available for purchase. For example, will the funds 
be used to promote production or for the accumulation of 
excessive inventories, thus enabling some distributors to 
withhold goods from the market. 

Use of the Funds. In an effort to help credit officers 
determine what types of loans conform to the principles 
of the program, the National Committee has classified the 
following purposes as proper: 

(1) “Loans for defense production, direct or indirect, 

including fuel, power, and transportation.” 

(2) “Loans for the production, processing, and orderly 

distribution of agricultural and other staple prod- 





ucts, including export and import as well as do- 
mestic, and of goods and services supplying the 
essential day-to-day needs of the country.” 
“Loans to augment working capital where higher 
wages and prices of materials make such loans 
necessary to sustain essential production, process- 
ing or distribution services.” 
“Loans to securities dealers in the normal conduct 
of their business or to them or others incidental to 
the flotation and distribution of securities where 
the money is being raised for any of the foregoing 
purposes.” 

The following purposes have been listed by the Com- 

mittee as not conforming to the principles of the program: 

(1) “Loans to retire or acquire corporate equities in 
the hands of the public, including loans for the 
acquisition of existing companies or plants where 
no over-all increase of production would result.” 
“Loans for speculative investments or purchases. 
The first test of speculation is whether the purchase 
is for any purpose other than use or distribution 
in the normal course of the borrower’s business. 
The second test is whether the amounts involved 
are disproportionate to the borrower’s normal busi- 
ness operations. This would include speculative 
expansion of real estate holdings or plant facilities 
as well as speculative accumulation of inventories 
in expectation of resale instead of use.” 


It is recognized, of course, that larger than normal amounts 
may be required by borrowers engaged in defense pro- 
duction and under certain other special circumstances. 

The National Committee has announced plans to issue 

bulletins from time to time on specific credit problems of 
interest to cooperating institutions. The first bulletin issued 
by the Committee concerned inventory financing. This 
bulletin pointed out that inventories were at peak levels; 
that inventory accumulation had contributed directly to 
the rise in wholesale and retail prices; and that it had 
created undue competition for scarce materials. In view 
of this situation, the Committee requested all financial 
institutions to: 

(1) “Refrain from financing inventory increases above 
normal levels relative to sales, or reasonable 
requirements by other conservative yardsticks.” 

(2) “Encourage borrowers who already have excess 
inventories to bring these commitments and inven- 
tory positions in line as promptly as is reasonably 
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practical, thereby reducing the amount of credit 
being used in this manner.” 

A second bulletin issued by the National Committee 
deals with the problem of restricting the financing of busi- 
ness capital expenditures. The Committee pointed out that 
if current plans to spend nearly $24 billion for new plant 
and equipment in 1951—an increase of nearly 30 per cent 
over 1950—are realized, the funds required are likely to 
exceed savings. In addition, such investment competes 
with other production for scarce materials and labor. 
Under these conditions, financing institutions are urged 
to screen applications for credit for investment purposes 
very carefully to determine whether the funds are to be 
used for defense, defense-supporting industries, or for non- 
essential purposes. Among non-essential uses which the 
Committee suggests might be postponed to a more pro- 
pitious time are the following: 

(1) “Construction of facilities to improve the competi- 
tive position of an individual producer of non- 
essential goods.” 

(2) “Expansion and modernization expenditures of 
concerns in distribution or service lines where the 
distribution or service is not defense supporting.” 

(3) “Expansion and modernization programs for the 
manufacture of consumer goods not related to the 
defense effort.” 

In its Bulletin No. 3 issued May 7, dealing with state and 
local government borrowing, the Voluntary Credit Re- 
straint Committee urged financing institutions to “care- 
fully screen loans to state and local governments as well as 
loans to other borrowers.” The Committee stated that sol- 
diers’ bonus issues are inflationary under present condi- 
tions and therefore it would seem desirable to postpone 
such issues until a time when the added purchasing power 
would be needed in counteracting unemployment and when 
it might therefore be more beneficial to the veteran. 

Financing of the following types of capital outlays of 
state and local governments should be postponed, accord- 
ing to the Committee: 

(1) Replacement of any existing facilities that can con- 
tinue to perform their function during the emer- 
gency period. 

(2) Construction of facilities of the types not recom- 
mended by the defense production administration— 
such as recreational facilities and war memorials. 

(3) Acquisition of sites or rights-of-way not imme- 
diately needed. 
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(4) Purchase of privately-owned utilities by municipal- 
ities, which involves borrowing to replace equity 
capital. 

Charles E. Wilson, Director of Defense Mobilization, has 
requested state and local officials to submit financing plans 
involving $1 million or more to the Regional Subcommit- 
tees for a ruling as to whether they conform to the prin- 
ciples of the Program before negotiation for the private 
sale of such securities or advertising for public sale. 

Effect on Total Production. In determining the inflation- 
ary impact of credit, it is necessary to extend the analysis 
beyond the purpose of the loan and the individual business 
to the economy as a whole. Granting that it is for essential 
productive purposes, a loan has an inflationary effect unless 
it results in a corresponding increase in the total physical 
supply of goods to match the new buying power created. 
If, for example, the credit granted merely enables the bor- 
rower to bid scarce machinery, labor, and materials away 
from someone else, the borrower’s volume of business has 
been enlarged but that of other businesses has been re- 
duced. Total production for the economy as a whole re- 
mains unchanged. Under these circumstances, even a loan 
for productive purposes is inflationary because it increases 
buying power without increasing the total quantity of 
physical goods and services available for purchase. 

In the last analysis, it is clear that if the inflationary 
effects of credit are to be eliminated, both the use of credit 
must be limited to essential productive purposes and the 
total quantity of credit must not be permitted to rise more 
rapidly than the physical quantity of production can be 
increased. The National Committee stated the latter aspect 
of the problem in these words: “Any increase in lending 
at a more rapid rate than production can be increased 
exerts an inflationary influence.” 


Implementing the Program 


Working with the Board of Governors and exercising gen- 
eral supervision over the program is the National Vol- 
untary Credit Restraint Committee. This Committee, 
appointed by the Board of Governors, is composed of 12 
members, 4 representing the life insurance companies, 4 
representing the commercial banks, and 4 representing the 
investment banks. 

The National Committee has designated 20 subcommit- 
tees to be available for consultation in assisting individual 
financial institutions to determine whether specific loans 


come within the principles of the program. There are 12 
regional subcommittees for dealing with the problems 
of commercial banks, one in each Federal Reserve District. 
There are 4 regional subcommittees—Eastern, Mid- 
western, Southwestern, and West Coast—for dealing with 
the problems of insurance companies, and a similar num- 
ber to work with investment banks. 

The Committee set up in the Third Federal Reserve 
District to deal with commercial banking problems con- 
sists of the following members: 

Frederic A. Potts, Chairman 

President, The Philadelphia National Bank 
Philadelphia, Pa. 

Carl H. Chaffee, Vice President, The First National Bank 

of Philadelphia, Philadelphia, Pa. 

George P. Edmonds, President, Wilmington Trust Com- 

pany, Wilmington, Delaware 
J. Wilson Steinmetz, President, The Ninth Bank and 
Trust Company, Philadelphia, Pa. 

Frank Stemple, Executive Vice President, The First 
National Bank of Scranton, Scranton, Pa. 

Frank W. Sutton, Jr., President, The First National Bank 
of Toms River, Toms River, N. J. 

W. J. Davis, First Vice President, Federal Reserve Bank 

of Philadelphia, Philadelphia, Pa. 

The local Committee has stated that its primary function 
will be, “to serve the banks in the Third Federal Reserve 
District in an advisory capacity to aid them in their efforts 
to observe the principles set forth in the Program govern- 
ing the extension of credit. The Committee will be glad to 
assist individual banks to resolve questions which they may 
have as to the appropriateness under the Program of any 
loan under consideration. It would be helpful to this Com- 
mittee if you did not submit requests for opinion on loans 
which you do not desire to make.” To facilitate the work 
of the Committee, forms have been distributed for the use 
of banks in submitting requests for the consideration of 
a specific loan. 

The subcommittee established in the Eastern District 
to deal with the problems of insurance companies is under 
the chairmanship of Mr. Frazar B. Wilde, President, Con- 
necticut General Life Insurance Company, Hartford, Con- 
necticut. The subcommittee set up to work with investment 
banking firms in the Eastern District is under the chair- 
manship of Percy M. Stewart, Kuhn, Loeb and Company, 
52 William Street, New York City. 
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Conclusions 


The Voluntary Credit Restraint Program is a commendable 
step which is being taken by the cooperating financial 
institutions in an effort to help check inflation. It is evi- 
dence that these institutions recognize the public respon- 
sibility involved in the influence of their activities on the 
money supply and total purchasing power. 

One requirement for the success of the program is that 
credit be granted only for essential productive purposes. 
In making this decision, the officers of the individual finan- 
cial institution have access to the most reliable information 
about prospective borrowers, their need for credit, and 
the purposes for which it is to be used. Undoubtedly, they 
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are in the best position to determine whether the proceeds 
of a loan are to be used for non-inflationary purposes. 

The second requirement is that the total quantity of 
credit must not rise more rapidly than the physical output 
of goods and services increases. It is much more difficult 
for the financial institutions through their voluntary pro- 
gram to fully achieve this second objective. In the first 
place, officers of the local institution cannot measure with 
certainty the effect of a specific loan on the total output 
of goods and services. Second, effective restraint requires 
the cooperation of all financial institutions. Otherwise, 
the efforts to restrict credit by cooperating institutions 
will be nullified by the liberal policies of institutions not 
cooperating. 


Publications Available on Request 


The following publications deal with some of the problems of mobilization, monetary and fiscal problems, and 
the purposes and operations of the Federal Reserve System: 


The monthly Business Review, The Federal Reserve Bank of Philadelphia 
“Problems in a Mobilized Economy,” Annual Report for 1950, The Federal Reserve Bank of 


Philadelphia 


“The Quest for Stability,”—an analysis of monetary and fiscal problems, The Federal Reserve Bank of 


Philadelphia 


“Bank Reserves,”’—some major factors affecting them, including Treasury Tax and Loan accounts, 


gold flows, and Federal Reserve float. The Federal Reserve Bank of New York 


“The Federal Reserve System—Its Purposes and Functions,” Board of Governors, Federal Reserve 


System, Washington, D. C. 


You may get additional copies of the monthly Business Review or have your name placed on the mailing list 
to receive it regularly; and obtain copies of the other publications listed above by sending your request to the 
Research Department, The Federal Reserve Bank of Philadelphia, Philadelphia 1, Pennsylvania. 
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CURRENT TRENDS 


March, in the Third Federal Reserve District, was characterized by variations in the movements of business and banking 
indicators. Industrial output and employment increased, department store sales and construction awards declined, while 
bank deposits and consumer prices were unchanged. 

The durable goods industries were largely responsible for the rise in production in Pennsylvania factories, but operations 
in soft-goods plants also advanced slightly. To expand total output, manufacturers hired additional workers and lengthened 
the work week. As activity increased, individual pay checks grew fatter and company payrolls larger. 

Consumer buying during the Easter season was not as good as was hoped for by many merchants. While department 
store sales in March topped those of last year, an even greater volume was anticipated in view of the earlier date of Easter 
and the higher levels‘of employment and income. Sales during the month were substantially below the dollar volume of 
February. 

The consumer price index for Philadelphia was virtually unchanged in March and remained 12 per cent above last year’s 
level. The tailure to advance was primarily due to a drop in the cost of food which about offset increases in the prices of 
other cost-of-living items. Nationally, wholesale prices, as well as consumer prices, crept forward during the month but 
weekly figures for April indicate a lull in the price rise. 

Loans to business and to purchase securities increased at Third District reporting member banks in the five weeks through 
April 25. Real estate loans showed little change while consumer loans declined. Expansion of loans at all commercial banks in 
the United States during the first quarter of 1951 exceeded $1.5 billion—an amount considerably greater than in the first 
quarter of other recent years. 

The nation’s money supply declined seasonally in March, largely because of a reduction in deposits held by businesses 
and individuals, and currency outside banks. The deposit decline reflected the seasonal shift of funds from private to 
Government balances as a result of income tax payments. An outflow of gold also tended to reduce deposits. These factors 
tending to reduce the money supply were only partially offset by the increase in loans. 
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MEASURES OF OUTPUT EMPLOYMENT AND INCOME 
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